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RI'N 1545- AW69

Passi ve Foreign Investnent Conpanies; Definition of marketable
st ock

AGENCY: I nternal Revenue Service (IRS), Treasury.

ACTI ON: Notice of proposed rul emaki ng.

SUMVARY: Thi s docunent contains proposed regulations relating to
the new mark to market election for stock of a passive foreign

I nvest ment conpany (PFIC). The proposed regul ations interpret
changes made by the Taxpayer Relief Act of 1997. The proposed
regul ati ons affect persons holding PFIC stock that is regularly
traded on certain U S. or foreign exchanges or markets or hol ding
stock in certain PFICs conparable to U S. regul ated i nvest nent
conpanies (RICs). The proposed regul ations al so reserve
treatnment of and request comments on nmeking the mark to market

el ection for options on narketabl e stock.

DATES: Witten coments or requests for a public hearing nust be
recei ved by May 3, 1999.

ADDRESSES: Send subm ssions to CC. DOM CORP: R (REG 113744-98),
room 5226, Internal Revenue Service, POB 7604, Ben Franklin

Stati on, Washi ngton, DC 20044. 1In the alternative, subm ssions
may be hand delivered Monday through Friday between the hours of
8 am and 5 p.m to: CC DOM CORP:R (REG 110524-98), Courier’s

Desk, Internal Revenue Service, 1111 Constitution Avenue, NW,
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Washi ngton, DC. Alternatively, taxpayers may submt comments
el ectronically via the Internet by selecting the "Tax Regs"
option on the IRS Honme Page, or by submtting coments directly
to the IRS Internet site at:
http://ww. irs.ustreas. gov/prod/tax_regs/coments. htni.
FOR FURTHER | NFORMATI ON CONTACT: Concerni ng the proposed
regul ati ons, Robert Laudeman, (202) 622-3840; concerning
subm ssi ons, LaN ta VanDyke, (202) 622-7190 (not toll-free
nunbers) .
SUPPLEMENTARY | NFORMATI ON:
Backgr ound

Thi s notice contains proposed anendnents to the Incone Tax
Regul ations (26 CFR Part 1) regarding the taxation of U S.
hol ders of PFI C st ock.

Since the enactnment of the Tax Reform Act of 1986, U. S
hol ders of PFIC stock have been subject to two alternative sets
of inclusion rules: the interest charge rules under section 1291
of the Internal Revenue Code and the qualified electing fund
(QEF) rul es under section 1293.

The interest charge rules apply to sharehol ders of PFICs
that are not QEFs or for which a QEF el ection is unavail able.
Under the interest charge rules, the PFIC sharehol ders pay tax
and an interest charge that is attributable to the val ue of
deferral on receipt of certain distributions and on disposition
of the PFIC stock. By contrast, PFIC sharehol ders who nmake a QEF

el ection include currently in gross inconme their respective
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shares of the PFIC s total earnings, with a separate election to
defer paynment of tax, subject to an interest charge, on incone
not currently received.

Congress recogni zed that the interest charge rules are a
substanti al source of conplexity for PFIC sharehol ders and that
sonme sharehol ders woul d prefer the current inclusion nethod
afforded by the QEF el ection, but are unable to nmake the el ection
because they cannot obtain the necessary information fromthe
PFI C. Congress accordingly enacted new section 1296 in the Tax
Ref orm Act of 1997 to provide PFIC shareholders with an
alternative nethod to include incone currently with respect to
their interests in a PFIC by allow ng PFIC sharehol ders to el ect
to mark to market PFIC stock that qualifies as marketabl e stock.

In general, a PFIC sharehol der who el ects under section 1296
to mark to market the marketabl e stock of a PFIC includes in
I ncome each year an anmount equal to the excess, if any, of the
fair market value of the PFIC stock as of the close of the
t axabl e year over the sharehol der’s adjusted basis in such stock.
A shareholder is also generally allowed a deduction for the
excess, if any, of the adjusted basis of the PFIC stock over the
fair market value as of the close of the taxable year.

Deductions under this rule, however, are allowable only to the
extent of any net mark to market gains with respect to the stock
I ncl uded by the sharehol der for prior taxable years.

Section 1296(e) (1) defines marketable stock as including

several categories of stock. First, section 1296(e)(1)(A) states
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t hat mar ket abl e stock includes any stock which is regularly
traded on (i) a national securities exchange which is registered
with the Securities and Exchange Conm ssion (SEC) or the national
mar ket system established pursuant to section 11A of the
Securities Exchange Act of 1934, or (ii) any exchange or ot her
mar ket which the Secretary determ nes has rul es adequate to carry
out the purposes of the PFIC provisions. Wth respect to (ii)
above, the conference report specifies that "PFIC stock is
considered marketable if it is regularly traded on any exchange
or market that the Secretary of the Treasury determ nes has rules
sufficient to ensure that the market price represents a
| egitimate and sound fair market value.” H R Conf. Rep. No.
2014, 105th Cong., 1st Sess. 625 (1997). Second, section
1296(e)(1)(B) states that, to the extent provided in regul ations,
stock in any foreign corporation which is conparable to a RIC and
which offers for sale or has outstanding any stock of which it is
the issuer and which is redeemable at its net asset value wll be
mar ket abl e stock. Third, section 1296(e)(1)(C) states that, to
the extent provided in regulations, any option on stock descri bed
In section 1296(e)(1)(A) or (B) will constitute marketable stock

Section 1296(e)(2) provides that in the case of any RIC
which is offering for sale or has outstanding any stock of which
It is the issuer and which is redeemabl e at net asset val ue, al
stock in a PFIC which it owns directly or indirectly shall be
treated as marketabl e stock for purposes of section 1296.

Section 1296(e)(2) further provides that except as provided in
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regul ations, simlar treatnment as narketabl e stock shall apply in
the case of any other RI C which publishes net asset val uations at
| east annual ly.

The proposed regul ati ons defi ne marketable stock for
pur poses of section 1296. Specifically, the proposed regul ations
define regularly traded and list attributes that a foreign
exchange or market nust have in order for PFIC stock traded on
such an exchange or market to be eligible for the mark to market
el ection. The definition of regularly traded and the attributes
required of foreign exchanges or markets are intended to ensure
that the prices of PFIC shares |listed on the exchange or market
represent legitimte and sound fair market values. The proposed
regul ations also list the attributes that a foreign corporation
nmust satisfy to be conparable to a RIC, and thus for its stock to
be mar ketabl e stock. The attributes are intended to ensure that
the foreign corporation is an investnent vehicle simlar in
rel evant respects to a U . S. nmutual fund and that its
representations of net asset value represent a legitimate fair
mar ket val ue.
Expl anati on of Provisions

Requl arly Traded

Under the proposed regul ations, the class of PFIC stock held
by the sharehol der nust be traded, other than in de mnims
quantities, on at |east 15 days during each cal endar quarter
The proposed regul ati ons al so include an anti-abuse rule to

prevent persons from mani pul ating the nunber of trades in order



to neet this test.

Exchange or O her Mar ket

The proposed regul ations require that a forei gn exchange or
mar ket be regul ated or supervised by a governnental authority of
the country in which the market is located. This requirenent
will help to ensure that the prices of the stock listed by the
exchange are legitimate and sound fair market values. Because
the degree of governnental regulation or supervision for each
forei gn exchange or market may vary by exchange or market or
country, the proposed regul ations also |ist additional
characteristics that the foreign exchange or market nust have for
stock that is regularly traded on the exchange or market to be
consi dered mar ket abl e stock for purposes of section 1296.

First, the exchange nust have trading volune, |isting,
financi al disclosure and other requirenments, designed to prevent
fraud, perfect the nechanismof a free and open market, and
protect investors. See section 6 of the Securities Exchange Act
of 1934, 15 U.S.C. 78f. There nust be actual enforcenent of
these requirenents by the exchange and governnment of the country
i n which the exchange is | ocated.

Second, the rules of the exchange nust ensure active trading
of listed stocks.

Finally, the IRS and Treasury Departnent invite comments on
whet her PFIC stock that is regularly traded on any other type of
exchange or market, such as an over-the-counter market, should be

consi dered mar ket abl e stock. Additional conmments are requested
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about what features those exchanges or markets should have to
ensure that the stock prices quoted on such markets are
| egitimate and sound fair market val ues.

Stock in Certain PFICs

The proposed regul ati ons provide that stock in certain PFICs

wi |l be nmarketable stock if the PFIC is a corporation described

In section 1296(e)(1)(B) (foreign corporations conparable to
RICs) and if the PFIC offers for sale or has outstandi ng stock of
which it is the issuer and which is redeemable at its net asset
value. A PFICw || be a corporation described in section
1296(e)(1)(B) if the PFIC satisfies the conditions listed in the
proposed regul ati ons and descri bed below, with respect to the

cl ass of shares held by the electing taxpayer. These conditions
are intended to describe PFICs that are conparable to U.S. RICs
in relevant respects and to inplenent the intent of the statute
by ensuring that the net asset valuations of such conpanies
represent legitimte and sound fair market values for the
conpani es’ stock.

First, the class of stock held by an el ecti ng sharehol der
nmust be held by one hundred or nore unrel ated sharehol ders. The
rel ati onshi ps set forth in section 267(b) are used to define
rel ated sharehol ders that are excluded fromsatisfying this test.
This condition is consistent wwth the requirenments for Rl Cs under
section 851(a) and 81.851-1 of the income tax regulations.

Second, the applicable class of shares of the foreign

corporation must be regularly available for purchase by the
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general public at its net asset value in initial anobunts not
greater than $10,000 (U.S.). The IRS and Treasury Depart nent
invite comments on whether $10,000 is the appropriate ceiling to
ensure that the shares of the conpany will be widely available to
t he general public. The IRS and Treasury Departnent also invite
commrents on whet her and under what conditions the regul ations
shoul d al |l ow shares of a foreign corporation to be purchased at
amounts different fromtheir net asset value, such as for a price
that includes a sales |load. Additional coments are requested
about whether the regul ations shoul d cover foreign corporations
that otherw se qualify but are closed to new investors.

Third, the proposed regul ations require that quotations for
the class of shares of the foreign corporation be determ ned and
publ i shed on a daily basis in a w dely-avail abl e nedium such as
a newspaper of general circulation. This requirenent
approximates the practice of US. RICs and is intended to ensure
t hat sharehol ders and prospective purchasers have regul ar access
to publicly available price information.

Fourth, financial statenents of the foreign corporation
prepared by independent auditors that include balance sheets
(statenents of assets, liabilities, and net assets) and
statenents of inconme and expenses, nust be prepared and nade
avail able to the public no |l ess frequently than annually. This
requi rement approxi mates the requirenments inposed on U S. nutua
funds by the SEC and is intended to ensure that sharehol ders and

prospective purchasers have regul ar access to financi al
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i nformation for the foreign corporation.

Fifth, the foreign corporation nust be supervised or
regul ated as an investnent conpany by a foreign governnment or an
agency or instrumentality thereof. This condition is intended to
approximate the SEC s regulation of U S. RICs while taking into
account the variety of regulatory reginmes used by different
gover nment s.

Sixth, the foreign corporation nmay not have any seni or
securities authorized or outstanding, including any debt other
than de minims anounts. This requirenent is simlar to the
requi renent inposed on U S. RICs by the SEC

Finally, the foreign corporation nust neet the PFIC incone
and asset tests in sections 1297(a)(1) and (2) with the requisite
percentages increased from75 percent to 90 percent and from 50
percent to 90 percent respectively. This condition is intended
to approximate the characteristic of U S. R Cs as passive
I nvest nent vehi cl es.

The proposed regul ati ons al so i nclude an anti-abuse rule to
prevent a foreign corporation frominproperly manipulating its
net asset valuations to reduce the U S. tax under section 1296 of
one or nore sharehol ders of the corporation.

Ootions on Marketabl e Stock

The proposed regul ati ons reserve the paragraph for defining
how and when options on marketabl e stock, as defined by these
regul ations, will be eligible for mark to nmarket treatnent. The

I RS and Treasury Departnent invite comments regarding the
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condi ti ons under which the regul ations shoul d define options on
mar ket abl e stock to be marketabl e stock.

Special Rules for R Cs

The proposed regul ations clarify that shares in a PFIC that
are owed directly or indirectly by a US. RIC, which is offering
for sale or has outstanding any stock of which it is the issuer
and which is redeemabl e at net asset value, shall be treated as
mar ket abl e stock for purposes of section 1296. The IRS and
Treasury Departnent invite comments regarding situations where
PFI C stock held by other U S. RICs that publish asset valuations
at | east annually should not be treated as nmarketable stock for
pur poses of section 1296.

Proposed Effective Date

The regul ations are proposed to be applicable for
shar ehol ders whose taxable years end on or after the date these
regul ati ons are published as final regulations in the Federal
Register. In addition, it is proposed that sharehol ders may
el ect to apply these regulations to taxable years begi nning after
Decenber 31, 1997.

Speci al Anal yses

It has been determined that this notice of proposed
rul emaking is not a significant regulatory action as defined in
EO 12866. Therefore, a regulatory assessnent is not required.

It al so has been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U S.C. chapter 5) does not apply

to these regul ati ons, and, because the regul ati ons do not inpose
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a requirenment for the collection of information on small
entities, the Regulatory Flexibility Act (5 U S.C. chapter 6)
does not apply. Pursuant to section 7805(f) of the Internal
Revenue Code, this notice of proposed rulemaking will be
submtted to the Chief Counsel for Advocacy of the Small Business
Adm ni stration for comment on its inpact on small business.
Comment s and Requests for a Public Hearing

Bef ore these proposed regul ati ons are adopted as fi nal
regul ati ons, consideration will be given to any witten coments
(a signed original and eight (8) copies) that are submtted
tinely to the IRS. The IRS and Treasury Departnent request
comments on the clarity of the proposed rules and how t hey can be
made easier to understand. Al comments wll be available for
public inspection and copying. A public hearing may be schedul ed
I f requested by any person that tinely submts coments. |[If a
public hearing is schedul ed, notice of the date, tine, and pl ace
for the hearing wll be published in the Federal Register.
Drafting Information

The principal author of these regulations is Robert
Laudeman, O fice of the Associate Chief Counsel (International).
However, other personnel fromthe IRS and Treasury Depart nment
participated in their devel opnent.
Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Proposed Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended as
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fol | ows:
PART 1--1NCOVE TAXES
Paragraph 1. The authority citation for part 1 is anmended by
adding an entry in nunerical order to read as foll ows:
Authority: 26 U S.C. 7805 * * *
Section 1.1296(e)-1 also issued under 26 U S.C
1296(e). * * *
Par. 2. Section 1.1296(e)-1 is added to read as foll ows:

81.1296(e)-1 Definition of marketable stock

(a) General rule . For purposes of section 1296, the term

marketable stock means--

(1) Passive foreign investment company (PFIC) stock that is
regularly traded, as defined in paragraph (b) of this section, on
a qualified exchange or other market, as defined in paragraph (c)
of this section;

(2) Stock in certain PFICs, as described in paragraph (d) of
this section; and

(3) Options on stock that is described in paragraph (a)(1)
or (2) of this section, to the extent provided in paragraph (e)

of this section.

(b) Regularly traded --(1) General rule . For purposes of

paragraph (a)(1) of this section, a class of stock that is traded

on one or more qualified exchanges or other markets, as defined
in paragraph (c) of this section, is considered to be regularly
traded on such exchanges or markets for any calendar year during

which such class of stock is traded, other than in de minimis
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quantities, on at |east 15 days during each cal endar quarter

(2) Anti-abuse rule. Trades that have as one of their
princi pal purposes the neeting of the trading requirenent of
paragraph (b)(1) of this section shall be disregarded. Further,
a class of stock shall not be treated as neeting the trading
requi renent of paragraph (b)(1) of this section if there is a
pattern of trades conducted to neet the requirenment of paragraph
(b)(1) of this section.

(c) Qualified exchange or other market--(1) General rule.

For purposes of paragraph (a)(1l) of this section, the term

gualified exchange or other market neans, for any taxable year--

(i) A national securities exchange which is registered with
the Securities and Exchange Conm ssion or the national market
system est abl i shed pursuant to section 11A of the Securities
Exchange Act of 1934 (15 U. S.C. 78f); or

(ii) Aforeign securities exchange that is regul ated or
supervi sed by a governnental authority of the country in which
the market is |ocated and which has the foll ow ng
characteristics--

(A) The exchange has trading volume, listing, financial
di scl osure, and other requirenments designed to prevent fraudul ent
and mani pul ative acts and practices, to renove inpedinents to and
perfect the nmechani smof a free and open nmarket, and to protect
I nvestors; and the laws of the country in which the exchange is
| ocated and the rules of the exchange ensure that such

requi renents are actually enforced; and
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(B) The rules of the exchange ensure active tradi ng of
i sted stocks.

(2) Exchange with multiple tiers. |If an exchange in a

foreign country has nore than one tier or market |evel on which
stock may be separately listed or traded, each such tier shall be
treated as a separate exchange.

(d) Stock in certain PFICs--(1) Ceneral rule. Except as

provi ded in paragraph (d)(2) of this section, a foreign
corporation wll be a corporation described in section
1296(e) (1) (B), and paragraph (a)(2) of this section, if the
foreign corporation offers for sale or has outstandi ng stock of
which it is the issuer and which is redeemable at its net asset
value and if the foreign corporation satisfies the follow ng
conditions wth respect to the class of shares held by the

el ecting taxpayer--

(i) The foreign corporation has one hundred or nore
sharehol ders with respect to the class, other than sharehol ders
who are rel ated under section 267(b);

(i1) The class of shares of the foreign corporation is
readily avail able for purchase by the general public at its net
asset value by new investors in initial anobunts not greater than
$10, 000 (U.S.);

(iii1) Quotations for the class of shares of the foreign
corporation are determ ned and published on a daily basis in a
wi del y-avai | abl e nmedi um such as a newspaper of general

circul ation;
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(iv) No less frequently than annually, independent auditors
must prepare financial statenents of the foreign corporation that
I ncl ude bal ance sheets (statenents of assets, liabilities, and
net assets) and statenents of incone and expenses, and those
statenents nust be nmade available to the public;

(v) The foreign corporation is supervised or regulated as an
I nvest ment conpany by a foreign governnent or an agency or
instrunmentality thereof;

(vi) The foreign corporation has no senior securities
aut hori zed or outstanding, including any debt other than in de
m ni ms anounts;

(vii) N nety percent or nore of the gross incone of the
foreign corporation for its taxable year is passive incone, as
defined in section 1297(a)(1) and the regul ati ons thereunder; and

(viii) The average percentage of assets held by the foreign
corporation during its taxable year which produce passive incone
or which are held for the production of passive incone, as
defined in section 1297(a)(2) and the regul ations thereunder, is
at | east 90 percent.

(2) Anti-abuse rule. |If a foreign corporation undertakes

any action with a principal purpose of manipul ating the net asset
value of a class of its shares in order to reduce the United
States tax under section 1296 of one or nore of its sharehol ders,
the class of shares will not qualify as marketabl e stock for

pur poses of paragraph (d)(1) of this section.

(e) [Reserved]
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(f) Special rules for regulated investnent conpanies (Rl Cs)

--(1) Ceneral rule. 1In the case of any RIC which is offering for

sal e or has outstanding any stock of which it is the issuer and
which is redeemabl e at net asset value, its stock in any passive
foreign investnment conpany which it owns directly or indirectly,
as defined in sections 958(a)(1) and (2), shall be treated as
mar ket abl e stock owned by that R C for purposes of section 1296.

(2) [Reserved]



(g) Effective date. This section applies to sharehol ders

whose taxable year ends on or after the date these regul ations
are published as final regulations in the Federal Register for
stock in a foreign corporation whose taxable year ends with or

W thin the sharehol der’s taxable year. In addition, sharehol ders
may el ect to apply these regulations to any taxable year

begi nni ng after Decenber 31, 1997, for stock in a foreign
corporati on whose taxable year ends with or within the

shar ehol der’ s taxabl e year

Robert E. Wenzel

Deputy Conm ssioner of Internal Revenue



